Chapter 9
Case Study: Financing LBOs - The SunGard Transaction

1.       SunGard is a software company with relatively few tangible assets.  Yet, the 
ratio of debt to equity is almost 5 to 1.  Why do you think lenders would be willing to engage in such a highly leveraged transaction for a firm of this    type?
Answer: Lenders are confident that the loans can be repaid because of the predictable cash flow associated with SunGard’s disaster-recovery business.
2.       Under what circumstances would SunGard refinance the existing $500 million 

      in outstanding senior debt after the merger?  Be specific.
      Answer: If interest rates decline below those currently paid on the existing   

      debt, it would make sense to refinance the higher cost current debt.
3.       In what ways is this transaction similar to and different from those that were   

 
      common in the 1980s?  Be specific.
      Answer: In the 1980s, few hi-tech companies were taken private due to their  

      lack of tangible assets and high reinvestment requirements. Also, LBOs  

      usually paid off debt through asset sales and cost cutting rather than through 
      accelerating revenue growth.  LBO funds rarely collaborated with other 
      investors.  The capital structures in the 1990s usually have more equity and 
      use less exotic financing such as PIK notes.
4.       Why are payment-in-kind securities (e.g., debt or preferred stock) particularly   

well suited for financing LBOs?  Under what circumstances might they be most attractive to lenders or investors?
Answer: Such securities conserve cash.  They are likely to be most attractive to investors or lenders when the LBO target generates large and predictable cash flow or interest rates are high making opportunity costs associated with such securities very high.
5.       Explain how the way in which the LBO is financed affects the way it is  

operated and the timing of when equity investors choose to exit the business.  Be specific.
Answer: The greater the leverage and non-PIK debt the greater the need to manage the business for cash and the lower the reinvestment in new product development, advertising, capacity additions, etc.  The average maturity date of the debt will determine when the LBO resumes paying taxes.  At that point, equity investors will often consider selling to a strategic buyer or a secondary IPO if public market conditions are favorable.
